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Id. Thus, plaintiff concludes, the Moses decision held that the defendants 


were under a legal duty to recapture the excess c. nmissions. 
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perceived as the sourc: of that legal duty to recapture. 
paragraph immediately following the tatements quot lainti 


"We cannot, therefore. c nsi 


defendants, if we V 
any auty owed the Fund, by finding that lirecting 


give-ups uo brokers benefit nd by stimulating 
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: course, to say that the [district] 
court was not justified in finding that it wa 
ficial to existing shareholders to promote sales 


This is not, of eG, 


S bene- 


Fund's shares, as well as being beneficial + [the 

adviser] and to [the underwriter]. It is mere y that, 

by the terms of the charter, Fund cannot us: free money, 
a ET 


ow credit, to pay brokers for sales (emphasis added). 
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inder} C ed. Sec. p. 195, ( . 30. 39 , nlaint 
zel alleged that t nvest it adv r 4 mutual fund ha 
SSB 
disclose to the non-interested directors of the fund the possibility of 
recapturing brokerage commissions. listrict rt t 
lefendants, primarily on the ground that, on the facts of that particular 
case, recapture was not, in fact, 1 ible. 
idge Friendly, writing for 11 rt in 
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43/ The plaintiff in Fogel also made an argument, similar to the one 
made by the plaintiff in Moses and by plaintiff in this case, 
upon the fund's charter provision on "net asset value." The intent 


of such a provision 
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to assure that a mutual 
for its shares. If one share represents 
must be 1/1000 of the net value of the is 
argument in the present tase is based on the 
Fund compensates salesmen, through the use of 
practices, over and above the percentage of 
the purchaser of the shares 
value, but rather actually 
money it paid to the salesman through the reciprocals 
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ge commissions, 
for execution 


either the Moses opinion nor +1 MD” vag anid eee se ; 
I ey —2<-— Cpinion reac issue 
presented ca Nhether -- in uat r I it 
directors are found to be truly independent of the adviser and ful] 
informed of all relevant facts -- the decision to recapture brokerage 
commissions is a matter within the discretion of the board of lirector 
However, it is logical to assume from the holdings of those , ise - holding 
that liability should be imposed on the advisers for failure to mak 
adequate disclosure to the independent directors -- that the required 
disclosure was for the purpose of allowing the directors tx make a decisi 
and thus exercise at least some measure of discretion on recapture. 
hat questio r is a mat r t ich th 
exercise discreti is also supported by the structur n ut 
iL. tory of the In ct. here is oO specifi rovi 
elf-dealing transactior ‘ 
n recapture from tt} 1 re- 
factor j ot di itive, 
it does indicate that Congres lid not 1 ve that the potential r 
abuse in this type lecision was sufficient to warrant statutory 
of the matter from the board of directors! di cretion. 
ent a ie controlling statut ry provision, it is necessar 
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to the general fiduciary 


the 1970 amendments, Section 36 spoke 


bligation prov 


isions of the Act. Prior 
of a "gross abuse of trust." 


In 1970, ngress strengthened this language to prohibit a 

of fiduciary duty," but only a breach involving "personal misconduct." 
‘ouse Report on the amendments states that the purpose of the 

"personal misconduct" was to make clear that the ction was "intended 


to deal only with such violations committed py individuals,"' 


and that it was 
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assumes, however, that the predicate for the Congressional 


allow the board of directors to function where 


there is a n i of 
est -- that the board will not be dominated by the adviser but rather 
act in the best interest f th ‘und sharehol "Ss -- ha 
ur experience is that rarely are the i} lent ect trul i 
ent of domination by the adviser. ann LY 5 > that 1 r 
never be a case where the indepen irect act uly apaz 
iomination by the adviser. In this case, the district in 
directors were t iviser, ; uld thi urt 
determine after a e record that that finding wa rrect 
believe that the matter of r capture was properl ithin t area 
ey, 
be AL 
‘ , : : : . : , 
board's discretion, absent a formal exercise bv the Commission of 


broad rulemaking authority under either 


(or both) the Sect 


Act and the Investment Company Act 


intent 


ion 


to 


2 Oo not believe tion 3 1ioul onstru 
renove the recapture decision from the discretion of th 
directors, it does impose restraints on the exercise of that discretion. 
The fiduciary obligations on the adviser to 
make effective disclosure and t v that 
those directors fully appraised all the relevant facts and reached a 
reasonable business judgment. The remainder of this brief will discuss 
the criteria we telieve should be used in letermining whether t} 


onditions. 


Our experience with respect to the question of 
of directors leads us to suggest that the le 
independence of action be a heavy and convincing 
ant. 
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lew-—beard of director eatificetion of beanesettons eeivias 
an interested director--which is analog.us to the conflict- 


of-interest situation involved in this case. See, e.g., Globe 
Woolen Co. v. Utica Gas “ Electric Co., 224 N.Y. 483, 121 N.E. 


378 (1918), where it was eld (per Judge Cardozo) that a board 
of directors could approve a transaction that involved an 
interested director only if it could show that it actually 
considered the entire question and was not influenced by the 


board member who benefitted from the approval. See also, Model 


Business Corporation Act Ann. 2d, %41 (Am. Ear Foundation, 1971). 
See, Goodwin v. Simpson, 292 Mass. 1k 192 .E. 625 (1935 a 
O'Connor National tors' Corp., 163 3, 177 
Bso 1935 ) aa © S11 V . We 5. JT. Ea 296, 226, : t1 
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120, 135- 1901); Litwin v lien, ; ReYeoe j ‘ 
Ct., 1940); Baker & Cary, , Corporations, 417- 18 (3d ed. 1959); 
Ballantine, Corporations, 161 2d. 19k 
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persuaslv 


circumstance here that 


rage commissions. ey state 
ture would have involved the 
and in appearance; (2) that 
act on the sale of the Fund’ 
interest f the Fand to allocat * 


decision not to recapture was clearly 


and would instead have 


affiliate. 
brokerage transacti 


by using the affiliated 


rice better 


ccanture Would Have Involved 


Interest in Fact a in Appearanc 

lders of the Fund would not have 

iad used an affiliated broker to 

believed that the adviser's 

a desire to generate brokerege 
they assert that "best execution" 


uld rot necessarily have been 


» Since «her brokers might have 


execution services. Finally, they 


consistent use of the adviser to execute the Fund's broker- 


. 


might have enabled members of the financial community 


the Fund as buyer and seller and thus anticipate, to the 


ietriment 


of the Fund and its shareholders, the implementation of the 


23-26). 


The lower court apparently based its holding that the 


exercised a reasonable business judgment on the conflict-of-interest 


factor, stating (App. A-01-A-62): 
"The unaffiliated direct r valu 
on having the Fund's ns fre 
from any taint of sel dt 


adt has a position were being pushed ar 
ting to make certain 


ng an appearance that securities in whi 


based on objective good fai Lf- 
interest of the brokerage I is 
affiliated." 

We do not find the reasoning of the defendant r the district rt 


very persuasive. Regardless of whether the Fund used Fberstadt as the 
executing broker, the choice of securities to buy or sell was in tl 

hands of the Fund's adviser, M & 
on the basis of the securities held by its parent, Eberstadt With respect 


to the contention that the shareholders might have believed tl 


vestment decisions were based on a desire to generate brokerage con 


Ee 
mM 


we do not believe that this would have been a real concern to shareholders 
since che motiviation for thus "churning" the Fund's portfolio by causing 
unnecessary transactions would be largely removed by the fact that, under 
a policy of recapture, the excess commissions would have been returned to the 
Fund. We are also not convinced by the argument that an astute market 

or xrver would discover the Fund's investments strategy by noticing the 

affiliated broker's transactions, since M & D's parent, the likely 


candidate for the affiliated broker in this case, was an established broker- 


dealer executing many orders for various customers. 
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is relating 
restment company manager's duty 
cution of portfolio transactions. If f 
broker-dealer is an exchange member, the manager of an 


company may be less inclined toc consiaer opportunities for 
t he tiird market where the affiliated broker 


However, nei 


h “change 
3 the 


investment company managers to x the 


ige members dim 


uciary obligation imposed by basic concepts 
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it would have been disadvantaged e marketpla ef’. : - 
[he primary beneficiaries of increased sale f a fund' r 
» Which is, as noted, L ) at 
’ the aggregat at set value t nd' rt- 
principal underwriter, which 3 sompensa t 
the sales load on each new are sold. e invest mpan tse] 
derives no income from sales of its shares, nor es 1%, participate ir 
the profits of its adviser and underwriter. Fund shareholders, therefore, 


receive only such indirect or intangible benefits as are associated wit! 
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xeport that “competitive pressures" might militate acainst recapture of 


brokerage commissions, 5'// and the directors of the Fund apparently 
believed that the Fund was, as a practical matter, forced by these com- 


petitive considerotions to use brokerage to stimulate sales. Defendan 
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Wharton School Study, supra, n. 32, at 526; Special Study 
of the Securities Markets, I I oF ae 4 
lst Sess. 214 (1963); Public Policy Report 173. 


Public Policy Report, supra, n. 14, at p. 16. 
Sf Se pe Supra 


alc» point out in this connection that the directors believe 


Qu 


that proceeds from new sales were needed to avoid portfolio liquidatior 
t et redemption requests, and that, since there are economies of 


scale in managing a portfolio, an increase in the size of the fund 


would decrease the management cost per dollar (Def. Br. 26-27). 
* 
3) The Directors' Belief That It was in the Best Interests ‘ 
of tye Fund to Allocate Brokerage for Research 
A a Lan SE tn rR a, = AM ok SA P 


‘fhe board's determination to use reciprocals and give-ups t 


services should have been borne by the Fund rather than by the adviser 
Traditionally, the fixed brokerage commission charged by a broker 

mn a transaction covered not only the cost of execution, but also other 

costs, including the cost of research provided to the customer by the 

broker. Thus, the mutual fund shareholder, who bore the cost of brokerage, 

necessarily paid not only for execution but also for research. In the 

sions they were compelled to pay, it was not unexpected that the 

directors and advisers of the funds continued to ue brokerage to pay for 

research, even if the research was not being provided by the executing 

broker as it traditionally had been. a? 
When it later appeared that the fixed commission rate structure might 


be abolis “he question arose whether the payment by a fund of a lurger 


commission an the broker would charge for execution services alone 


was proper when v.at lar; er payment also purchased research services. 


“lo. 
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added 


Section 28(e) of the Securities Exchange Act of Lyon, 25 048.0; 
78b(e), which was added by the Securities Act Amendr s of 1975, was a 


legislative response to aspects of this problem. This section, in essence, 


permits an i vo cause an investment account tc 

a broker an amount of commission fcr effecting a securiti transa 
in excess of the commission anothe: roker might have charg 
effecting the transaction so long as the adviser termit n 
faith that the c ssion was reasonable in relation to the value 


the brokerage and resear services provided by such broker. 
In light of Section 28(e), defendants argue that the decision by the 
board of directors in the present case to allocate Fund brokerage for 


research was wholly consistent with public policy as subsequen 


37 F.R. 5206, 5290. See also, Securities Act 
May 9, 1972), which contained au interpretati f the Futur: 


Structure statement on this point. 
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brokerage practices until the probable direction of industry change could 
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59 | The plaintiff argues that the contract between the Fund and the 
adviser provided that the cost of research was to be borne by the 
adviser (Pl. Br. 28). While we take no position on the interpretation 
of this contract, we note, however, that most advisory contracts in 
the mutual fund industry contained relatively standard provisions, a 
including one on research, and that it was nevertheless the general 
practice? in the industry to pay for research with excess brokerage * 


commissions. ‘ 


’ Even prior to t 


r sport, however, on June 23, 1970, a bill had 
en introduced 


: by Senator Bennett which would have regulated 

8 eg utilization of exchange membership by persons engaged in investment 
management. S. 4004 (91st Cong., % ess.). Ina letter to all securities 

exchanges on May 26, 1972, requesting them to adopt a rule proscribing 

nembership for affiliates of institutions, the Commission used this 

une 23, 1970 date as the cutoff point at which institutional investor 
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that such fundamental changes might be implemented. Se 
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erstadt or another affiliated broker from executing trancactj n 
Lol i POM ECXeEcutln: LPansacvtlLons n 
behalf of the Fund (Def. Br. 29-2] 
Conclusion as to the isine udgment ir 
TY + Yaana 
inis Vase 
We believe that the question of the reasonableness of t) 
ta a nr - a ~ a 
90ard lecision not to recapture in this case is a ‘ 
capture would have provided direct and determina er it 
4. - <. QQ ~ + . + ~ 
co the Fund, while the alternative irse yield 4% best, indirect 
and indeterminable benefits. rthel Y ir vier t 
> b 
ompany Act permits th lecision t 9e made by director ar 111 


we believe that it must be respected. 
Two of the reasons cited by defendants in support of the directors’ 
decisions are not persuasive. We disagree with i> district court that 


recapture would have necessitated inevitable conflicts of inte 


ct 


> 


only are conflicts of interest an inherent part of virtually every phase 


ct 


he investment company industry, but also there were recapture 
techniques that did not rely on execution of the Fund's transactions 
by the affiliated broker. Except to the extent that recapture might 

have create. an appearance of, rather than a real, conflict of interes+ 
we urge this Court to accord little weight to the conflict of interest 
factor. Similarly, we do not believe that it was sound business judgment 


to forego an opportuffity to confer benefits on the Fund merely because 


of uncertainty about structural changes in the securities markets. This 


reason had little relevance until 1970, and even after that date, recapture 


djid not involve major structural changes in the Fund's operations that 
could not quickly be adjusted to conform to any future changes in the 


markets. 


The remaining reasons given by defendants are more persuasive. 
While the Commission has historically taken the position that new sales 


confer only questionable benefits on existing shareholders, in vi 


the competitive consideration arising from the virtually universal 


use in the industry of excess commissions to pay for sales, a decision 
Lad > 
by the directors of a particular fund that increased sales would be ; 
beneficial to . funds' shareholders is not necessarily unreasonable. , 
We also believe that it was reasonable for the directors to continue 
the long-standing practice, recently confirmed by Congress, of using 
brokerage commissions to pay for research. 
Although, as already noted, this is a close case, we believe that 
the directors reached a reasonable bu-iness judgment. Several factors 
have influenced this conclusion. First, we have assumed that the district 
court's finding on the independence of the board, despite our general 
wy 
experience to the contrary, is correct; should this Court overturn that 
bad - . . o 
finding, a different case would be presented. Second, we have approached 
this qeestion cognizant of the uncertainties that confronted the directors 
it the time their decisions were made. In view of the lack of guidance 
on the legal and economic issues involved in the recapture decision, 
<4 
we do not believe that it is appropriate to judge the decision from 
+ 
the perspective of the present time, when many of these issues have been ay 
’ 
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resolved. Finally, although we have discussed separately each of 
the four reasons cited hy the defendants in support of the decision not 
to recapture, it appears that the directors considered the reasons in 
the aggregate: and viewed from t'at perspective, we believe that those 


reasons support the conclusion that the directors exercised a reasonable 
6 2 / 


business judgment. 


61/ The resolution of one aspect of the recapture problem did not 


occur until 1972, but that resolution is even now being questioned. 


In 1972, the Commission requested the National Association of 
Securities Dealers, Inc. to prohibit the reciprocal practices 
whereby mutual fund advisers directed the funds' brokerage orders 
to particular broker-dealer firms as a reward for those firms' 
efforts in selling the funds' shares. The Commission is now 
considering a receiut proposal hy the NASD to amend the rule that 
the Association had adopted in response to the 1972 request from 
the Commission. 


Although we believe tnat the defeiidants should not be held liable 
either under former Section 36 or under new Section 36(a), their 
non-liability is even clearer under the old provision than the 
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new one, in view of the old requirement that a ross abuse 
trust" be established. 


In the event that this Court upholds the district court's finding 
that the uirectors were truly independent of the adviser but dis- 
agrees with the conclusion that their decision not to recapture 
was a reasonable business judgment, a further issue, which has 

not been discussed by the parties, would arise. That issue is 
whether an investment adviser may be held liable for implementing 
and receiving the benefits of a decision made by independent 
directors over which it has no control, when that decision is an 
unreasonable business jvdgment, This question would arise only 
rarely, in view of the unlikely ocaurrence of a situation in which 
the directors (1) would be truly independent of the adviser and 
(2) would make an unreasonable judgment which (3) benefits the 
adviser. Although we do not need to reach this issue in this 
brief, we point out that the adviser is subject to its own fiduci- 
ary obligations to the fund and the fund's shareholders. 


\ssuming that thi Court i sati L¢ (1) that endants h 

met their burden of establishing that the nonintereste bers of 
the board of directors were fully informed by the dviser of all rele 
vant facts, (2) that these directors in act acted independent] f 
domination by the adviser and a full appraisal of those cts, 
and finally, (3) that the decision of the board was based on goo 

1ith reliance on the reasons given by the defendants, then, yr the 
reas ; set forth herein, we believe that the decision of the district 
court should be affirmed. 
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